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BACKGROUND

Godwins has been engaged by the United States Telephone Association to perform

an analysis of the impact of SFAS 106 on the GNP-PI. In particular, Godwin. was

asked to determine the extent to which the price cap mechanism utilized by the

FCC will reflect the impact of SFAS 106 and will enable Local Exchange Carriers

to recover their increase in total operating costs incurred due to their adoption

of the new accounting standard.

This report describes the results of that analysis and prOVides detailed

documentation of the data, methods, and assumptions utilized in the study.

Respectfully submitted,

Peter J. Neuwirth, F.S.A., M.A.A.A.

Andrew B. Abel, Ph.D.

___________________~win$----
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I. EXECUTIVE StDIWlY

The purpose of th18 .tudy 18 to detemine what percentase of the additional co.t.

incurred by Local Exchanse Carrier. subject to Federal Price Cap resulationa

(hereinafter referred to a. ·Price Cap LlC.·) a. a re.ult of the Financial

Accounting Standards Board's State..nt No. 106 (SPAS 106) vill be reflected in

the GNP Price Index (GNP-PI) and what percentase vill not be .0 reflected.

Th18 study finda that ultiaately the incre..e in GlCP·PI cauaed by SPAS 106

(.0124') vill provide for reco~ry of 0.7' of the additional co.t. incurred by

Price Cap LlC.. Other ..croeconoaic factor., principally an e~ntual adjuse.nt

of the national vase rate, account for recovery of an ad41tional 14.5' of the

additional cost. incurred by Price Cap LlC., leavina 84.8' of the.e additional

co.t. unrecovered.

This study 18 pre.ented in two stale.: an Actuarial ADaly.i. followed by a

Kacroeconoaic ADaly.18. The Actuarial ADaly.i. use. -"p'aphic, ec01lOll1c aDd

benefit progr.. data collected froa each Price Cap LlC to construct a cQllPO.it.

C01lpany (hereinafter referred to .. WTILCOW) which renect. the character18tic.

of the induatry .. a whole. Thi. analy.i. fiDda that the iJIp&ct of SPAS 106 on

the co.t. of the a~rage ..,loyer in the econoay 18 only 28.3' of the

corre.ponding iJlpact on TlLCO. The Kacroeconoa1c ADaly.i. which analyze. the

impact of SPAS 106 on the econoay .. a whole finda that only 2.3' of the average

employer's additional co.t. re.ultina froa SPAS 106 18 p...ed through to the GNP·

PI.

The table on tile follow1D& pap I~ize. how the key re.ult. of the ltudy are

combined to der1~ the unrecovered proportion of the Price Cap LlC.' SPAS 106

co.ts.
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Iff.ctl of SlAS 106 OD TILCO'I COltl

(A) Impact on national av.rag. cOlts relative to TELCO's costs
(fra. the Actuarial Analysis)

(B) Proportion of increa.. in national av.ras. co.ts p....d
through to GNP-PI

(fro. the Kacro.cono.ic Analy.i.)

(C) Proportion of TELCO'. SFAS 106 co.t incr.... r.fl.ct.d
in GNP-PI

(it•• (A) x ite. (B»

(D) Proportion of TELCO'. SFAS 106 co.t iocr.... offs.t by
oth.r ucro.conoaic adjustllent•• includlD1 the r.cluctlon
of the val. rat.

(froa the Kacro.conoalc ADaly.ia)

(I) Proportlon of TELCO'. SFAS 106 co.t iocr.... unr.cover.d
(100' - it.. (C) - it.. (D»

Actuarial Aptly.i.

28.3'

2.3'

0.7'

14.5'

84.8t

Even if on. ver. to take a cou.rvatlw approach ancl ...u.e that all SFAS 106

co.ts w.re p....d throulb dlr.ctly and ca.pl.t.ly to prlc. iocr..... and thus

into the GNP-PI. lOOt of .ach Prlc. Cap tIC'. SPAS 106 co.ta would b. r.fl.ct.d

in the GNP-PI. only if th. followlDi ver. true:

•

•

Th. b.nefit. provided by the Prlc. Cap tIC to lta ..,loy... ver. at the

_.. lev.l .. tho•• provided to all other ..,loy••• In the .collOllY'.

Th. b••fit. provided by th. Pric. Cap tIC ..". ria. to the ._ r.lativ•

incr.... in total co.ta .. for oth.r eaploy.r. when SPAS 106 i. appli.d.
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Because neither of the above stat_nts is true, the percentage of each Price Cap

LEC's SFAS 106 costs that will be reflected in the GNP-PI is far less than lOa•.

Indeed, we have cleterained that ignoring 1II&croecono.ic effects, only 28.3' of the

additional costs incurred by the average Price Cap LBC due to SrAS 106 would be

reflected in the GNP-PI. This result was clerived by the following steps:

•

•

•

•

By utilizing cleaographic, econoaic, and benefit proar" data collected fro.

each Price Cap LEC we constructed a co.posite cOllPany (hereinafter referred

to as -TELCO-) which reflects the characterletics of the lndw1try as a

whole.

By utilizina a data b..e of pla provlelcma for retiree _dical plau

sponsored by 830 private sector .-ployers (coverina 19 .illion -.ployee.)

and our Benefit IAvel Indicator (-IU-) _thodololY, we cletena1Md how

TELCO's progr.. cOlipared to a -national avera.e- beaafit proar".

We adjusted thi. ca.parative beuafit analysi. to reflect .pecific factor.

that would cause slllilar beaafit proar_ to .eaarate different level. of

SFAS 106 cost. In particular, .. adjusted for:

difference. in c!eIIoaraphy (avera.e a.e, .ervice, etc.)

difference. in withdrawal and retir_nt patteme

difference. in the nullber ancl illpact of current retiree.

difference. in the extent of current pre-fu:ndina of beaafit. ccmclucted

by T!LCO and that of other•.

We then took acCO\lDt of the very lar.e group of workers in the national

ec0nollY who are not covered by any po.t-retir_nt progr.. or are covered

by a proar" that i. not affected by the rASI'. rule.. Their e~loyer.
I j

will, by clefinition, incur no SFAS 106 co.t for thea. •
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o We made two final adjustments to the comparative analysis due to economic

factors. In particular, we:

made an adjustment for differences between per unit labor costs for

TELCO and for other employers. and

made an adjustment for differences in the percentage of total output

represented by labor costs for TELCO and for other employers.

Putting together all of the.e factors, we find that the impact of SFAS 106 on the

costs of the average employer in the economy (including employers that do not

offer post-retirement health benefits and/or are not affected by FASB's rules)

is only 28.3\ of the corresponding impact on TELCO. In addition, the Actuarial

Analysis finds that SFAS 106 directly increases labor cost. by 3' for the average

employer offering post-retirement health benefits covered by SFAS 106. This 3\

figure is an important input to the Macroeconomic Analysis.

MACroeconopic AnIly.i.

The purpose of the Macroeconomic Analysis is to detemine the extent to which the

additional costs resulting from SFAS 106 would be passed through to an increase

in GNp·PI. The Macroeconomic Analysis utilizes a macroeconomic model developed

for Godwins by Professor Andrew Abel of the ¥lharton School of the University of

Pennsylvania to address this question. The Macroeconomic Analysis finds that

only 2.3\ of direct SFAS 106 costs of the average employer in the economy are

passed through to the GNP-PI. In addition, as a result of SFAS 106 the average

wage rate in the economy would be 0.93\ lower than it would have been in the

absence of SrAS 106.

Effects of SPAS 106 on TELCO'S Costs

As noted, the ultimate purpose of the study is to detemine the extent to which

GNP-PI reflects the additional costs incurred by the average Price Cap LEC

(i.e. TELCO) as a result of SFAS 106. The table shown on page 2 summarizes our

findings. Item (A) summarizes the Actuarial Analysis which finds that costs of
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the average ca.pany in the econo~ incr.... by only 28.3' as much as TELCO's

costs incr.... as a result of SFAS 106. Becaus. only 2.3. of the av.rag.

increase in costs is p....d through to the GNP-PI (it.. (8», only 0.7'

(item (e), 2.3' x 28.3') of TELCO's additional costs r.sultina froa 8FAS 106 are

reflected in GNP-PI. Thus, it would app.ar that 99.3' of TELCO's additional

costs are l.ft unrecov.red. How.v.r, the Kacroeconoaic Analy.i. finds that the

national wag. rat. would .ventually b. 0.93. lover than it would have b••n in the

ab.ence of SFAS 106. If TELCO w.r. able to b.nefit froa & .tailar r.duction in

its wage rat., such a reduction would r.cover an additional 14.5' of TELCO'.

dir.ct SFAS 106 costs (it.. (D». Taking account of the 0.7' r.covery due to

GNP-PI and the .v.ntual 14.5' r.cov.ry due to the adjuse..nt of the wal. rat.

l.av.s 84.8. of TELCO'. dir.ct SFAS 106 costs unr.covered (it.. (I».
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I I • DEVELOPMENT AND SUMKAllY OF RESULTS

We wish to establish what percentage of the averag. Price Cap LEC' s SFAS 106

costs will be reflected in the GNP-PI and henee What percentage will not be so

reflected.

We begin with an actuarial analysis which proce.da in two steps. 11\. first step

in the actuarial analysis is to conatruct a ca.posit. ca.pany which accurately

reflece. the characteristics and benefit plana of the aver... Pric. Cap LBC. 11\.

second step is to cletel'1line the iJlpact of SFAS 106 on thb cOllPosite cc.pany

relative to the tapact of SFAS 106 on other ellployer. in the GNP on the

a••uaption that all additional co.t. ar. p....4 on ca.pl.t.ly into the GNP-PI.

Following the actuarial analy.i. i. a macro.conoaic analy.i. to clet'l'1Iine the

ext.nt to which the additional co.t. will, in fact, tranalat. into higher pric••

and, th.r.for., aff.ct the GNP-PI.

CoM'rw;'igp of CQFost,. CgwptqY (-mm-)

Actuarial, b••fit, .cODOllic aDd dMIoarapbic data ..r. coll.ct.d on .l.ven Pric.

Cap LEC.. Data included ... for total T.l.phcme Operationa conabt.nt .ith

amounts included on the 1990 AlKIS 43-02 for each COIIpany. 11\••• data w.re th.n

combin.d, treatina each Pric. Cap LEC .. if it ..r. a divi.ion of the larg.r

combined co~any. 11\. charact.ri.tic. of thi. c~.it. COllPany (-TELCO-) are

as' follows:

~.r of AGt1... ..,1..,.••
NWIb.r of "t1red ..,loy••• :

1990 A...E'ap cOIIpenaat10n p.r IIIploy•• :

1990 Total ....uua (In a1lliona):

1990 Total Value Added (in ailliona):

Average Per Capita C1at.a Cost:

Average Age of Active.:

Average Service of Active.:

-6-

613,193

294,482

$38,533

$82,512.9

$61,338.4

$3,075

41.6

16.6
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Impact of SlAB 106 on the Ay.ral' Pric. Cap LlC Relative to its Impact on All

Employ.r, in Chi GIP

There are 95.8 million private sector employees and 18.6 million public sector

employees in 'GNP' I all of whom (and their dependents) may incur medical charges

in retirement. Public sector employers, however, will not record SFAS 106

expense ev.n wh.re the entity sponsors a post-retirement m.dical plan (public

sector employ.rs are not subject to FASB rules).

Of the private sector employe.s, 30.7 million art .ligible to have a proportion

of their charges in retirement met by their employer's medical plan (and which

plan is subject to SFAS 106), the actual proportion depending on the detailed

provisions of their employer's plan(s). It is this anticipated employer coat for

those employees that is reflected in SFAS 106 costs. The proportion of the

charges met is an .ffective lIeaaure of the overall lev.l of benefit provided by

a given plan. We will refer to it as the Benefit Level Indicator ("BLIW). W.

must establish the average proportion of covered employeea' charges that will be

m.t col1ectiv.ly by their employ.ra - the GNP BLl.

Separately w. will calculate the average proportion of charg.s met by the av.rage

Price Cap LEe - the TELCO BLI.

All other factors being equal (which they are not), the percentage of TELCO's

SFAS 106 costs that would be reflected in the GNP-PI would be represented by the

following ratio:

BU htlo - GIl III 
TELCO ILl

Ben.fit Ltv.l Indicator for the
.Vlrau ,.lay.r in the GNP
B.n.fit Ltvel Indicator for TELCO

However, thia ratio r.quirea a number of adjustments:

o Adjustment for differences in dellOgraphy which will affect the SFAS 106

impact of a given program (Demographic Adjustment).
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Q

Q

o

o

o

Adjustment for the differing impact on SFAS 106 costs of current retirees

at TELCO compared with other employers (Current Retiree Adjustment).

Adjustment for any differences in the extent to which TELCO is pre-funding

its post-retirement benefits compared to other employers (Pre-Funding

Adjustment).

Adjustment for employees not covered by post-retire.ent medical progr... or

covered by prograas for which SFAS 106 will not apply (Non-Covered

Employees Adjustment).

Adjustment for differences between per unit labor costs for TELCO and for

other employers (Per Unit Labor Cost Adjustment).

Adjustment for differences in the percentage of total output represented by

labor costs for TELCO and for other employers (Labor Cost Percentage

Adjustment) .

Utilizing the data, methods, and assumptions describ.d in Section III, we have

determined the following values:

(1) GNP BLl - .2568

(2) TELCO BLI - .4390

(3) BLI Ratio - .2568 + .4390 -~

(4) OellOgraphic Adjustment - .5438

1 ;I
(5) Current Retire. Adjustment - .9287 ..

(6) Pre-Funding Adjustment - 1.313

(7) Non-Covered Employees Adjustment - .2684
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(8) Per Unit Labor Cost Adjustment - 1.3062

(9) Labor Cost Percentage Adjustment - 2.0832

(10) SFAS 106 Cost Increase Raeio - BLI Ratio x (4) x (5) x (6) x (7) x

(8) x (9) -~

The SFAS 106 Cose Increase Ratio can be interpreted as meaning that, at most,

only 28.3% of the additional cost incurred by TELCO due to SFAS 106 will find its

way into the GNP-PI because the average employer in the GNP will experience only

28.3% of the cost increase that will hit TELCO.

Izt.nt to ybich Iwpact of SPAS 106 on All 1II10,.r. in GIl TrlQ.1.t.. fpto AD
Incr•••• in the GNP-PI

The effect of SFAS 106 on the GNP-PI is calculated using a macroeconomic modll

that has two sectors. In s.ctor 1 employers do not off.r post-retir.m.nt h••lth

benefits, and in sector 2 employ.rs do offer po.t-retirement health b.nefits.

The macroeconomic model tr••ts the introduction of SFAS 106 a. a dir.ct incr••••

in the cost of labor facing employ.rs in s.ctor 2. Th. baseline calculation.

using the model calculate the impact of SFAS 106 on the GNP-PI using the

following information:

(1) sector 2 accounts for 32' of priv.t. s.ctor .mployment;

(2) labor costs account for 64' of total costs in s.ctor 1 and in sector 2; and

(3) SFAS 106 dir.ctly incr••ses labor costs by 3' in sector 2.

Based on th••• inputs, numerical solution of the macroeconomic model indicates

that SFAS 106 will increase the private sector price index by 0.0138\.

To put this result in p.rspectiv. we calculate a back-of-the-envelope estimate

of the effect of SFAS 106 on the private sector price index as follows: a 3'

increase in labor costs raises total costs and prices in sector 2 by 1.92' (64\
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share of labor costs in total costs x 3% increase in labor costs) and thus raises

the private sector price index by 0.614% (1.92% increase in price in sector 2 x

0.32 share of sector 2 in private sector GNP). Thus, if all direct costs were

completely passed through in prices, and if there were no change in the amount

of labor employed and output produced by each employer, the private sector price

index would increase by 0.614%. However, taking account of the impact of labor

costs on the demand for labor, and the impact of price ch.nges on the demand for

goods, the macroeconomic model finds that the private sector price index

increases by only 0.0138'. Ye define the "pas.through coefficient" a. the

increase in the price index according to the macroeconomic model divided by the

back-of-the-envelope price increase. In the baseline calculation, the

passthrough coefficient is 0.0225 (0.0138' + 0.614'). The pas.through

coefficient can be thought of as the percentage of national SFAS 106 co.t. th.t

will actually be reflected in the private sector price ind.x.

The GNP-PI covers pric.s of governm.nt sector production a. w.ll as pric•• of

private sector production, with the gov.rtUHnt sector accounting for 10.6' of GNP

and the private s.ctor accounting for 89.4' of GNP. B.caus. SFAS 106 does not

apply to the government sector, the gov.rnment compon.nt of the GNP-PI will not

be affected by SFAS 106. Th.refore the incr•••• in the GNP-PI equals 89.4' of

the increase in the private sector pric. index. This f.ctor of 89.4' applies

both to the back-of-th.-envelope price increa.. and to the price increase

calculated by the macro.conomic model. Thus, the back-of-th.-.nv.lop. incr••••

in the GNP-PI is 0.549' (0.894 x 0.614') and the incr.as. in the GNP-PI according

to the macroeconomic model is 0.0124' (0.894 x 0.0138'). The pass through

coefficient is 0.0225 (0.0124' + 0.549') which is identical to the passthrough

coefficient for the private sector price index.

'.,v!tWs Ins" of SIAS 106 on 'lILCQ IIlatin to it. oura!! Iapact on the

GNP-PI

As noted above, the av.rage employer in the GNP will experi.nce only 28.3' of the

cost increase that TELCO will experience due to SFAS 106. Furth.rmore, we have

seen that only 2.3' of the cost increase experienced by all employers in the GNP

will be passed through to the GNP-PI. From the interaction of these factors we

-10-
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are able to conclude that only 0.7' of TELCO's SFAS 106 costs will be reflected

in the GNp·PI and that 99.3' of these additional costs will not be reflected in

this price index.

Additional Hacro,conomic Efflct of SlAS 106

In addition to the result reported above our macroeconomic model indicates that,

in response to the impact of SFAS 106, the wage rate in the national economy

will, over tim., r.duce in relative terms by 0.93' (i.e., relative to what it

would have b••n in the abs.nc. of SFAS 106). To the ext.nt that TELCO could also

benefit from a r.lative reduction in its wag. rat. this would help to offs.t its

increase in costs due to SFAS 106. If TELCO w.r. able to achieve the full

reduction of 0.93' this would financ. 14.5' of its additional SFAS 106 costs.

As noted, this wag. rat. reduction reflects the ultimate eff.ct of SFAS 106 and

would not n.c.ssarily fully occur in 1993 wh.n SFAS 106 becom.s effective.

Thus the combined effect of the impact of SFAS 106 on the GNP· PI and on the wa.,

rate would still leave 84.8' of TELCO's additional SFAS 106 costs unrecovered.

-11-___________________~n$----



III. DETAILED DESCRIPTION OF ANALYSIS

Imp.ct of SFAS 106 on the Ay.r'I' Pric. C.p LIe I.l.tiy! to it. Imgact on All

Employ.rs in the GNP

This s.ction of our r.port is a r.-it.ration of S.ction II but with consid.rably

more detail.

Con'truction of Cogpo,it. Cgmpany ("TELCO")

As noted earlier, eleven Price Cap LECs submitted data for this study. Elch fi1'1l

informed us of its numb.r of activ. employe•• and th.ir Iv.rlg' ag•• and Iv.r.g.

service, and of the number of its r.tirees cov.red by 'JlPloyer sub.idized M.dicIl

Plan.. We were also provided d.t.iled de.criptions of the Medical Plans for

Retired Employees and of the results of actuarial studies of the impact of SlAS

106 on expensing for these Plans.

Our data included a distribution by quinquenial age and s.rvice c.lls for 125, 000

active employ.es, and w. us.d the shIp, of this distribution for the vlluatioM

ne.ded for this r.port. Th. di.tribution WI' ,hift.d I' r.quired, to fit the

known average age and av.r.g. s.rvic. for all of the Price Cap LECs. A ceMUS

was constructed from the adjust.d distribution, which census repre.ents the

typical Price Cap LEe.

A Benefit Lev.l Indicltor WI' det'1'1Iin.d for each Plan. As noted earlier, this

Benefit Lev.l Indicator measures the relative value of individual plans. The

methodology for calculating the B.n.fit Lev.l Indicator for a given retir••

medical plan i. discussed in detail beginning on page 12. The Indicators were

averaged and I Plan with the average Benefit Level Indicator was used for this

study. As expected, the actuarial assumptions used for the calculation of the

impact of SFAS 106 differed from study to study.

-12-
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The discount rate was a single number for all but 1 of the 11 Price Cap LECs <an

equivalent uniform rate was proffered for the one exception) and the discount

rate for the composite firm, TELCO, was taken as the average of the individual

rates, weighted by number of active employees. Simple averages could not be used

for turnover assumptions or retirement decrements because such rates are one or

two dimensional arrays. Therefore TELCO turnover was derived by doing valuations

of a standard Plan using each firm's turnover rates, the TELCO census, and a
standard retirement age. The turnover table for TELCO was taken froll a

collection of standard turnover tables used for Pension Valuations, and w••

selected as that table which when used with the TELCO census, standard Plan and

standard retirement age gave the best agreement as to the SFAS 106 liabilities

as determined by the aggregation of individual firm's actuarial studies.

The composite retirement age assumption for TELCO was derived by setting •

pattern for e.ch firm, which pattern gave the .U18 average retire..nt age for an

employee attaining age 55, ignoring mortality, as given by the retirement age

assumptions used for the actuarial studie.. The.e patterns had one free

parameter <the level rate to b. applied for ag•• 5S to 61), and the compo.it.

pattern was that pattern with the average value of the free parameter. TELCO'.

trend rates were derived using an analysis similar to that used for determining

TELCO's retirement rates. We used an ultimate trend rate equal to the average

of ultimate trends rate. used in the actuarial studies. We then determined a

value for an initial trend rate for each Price Cap LEe such that a declinina

pattern of trend rate. beginning with that initial trend rate and grading down

to the average ultimate trend rate gave the same present value for a 30-year

stream of projected clai.. payments as would be obtained by using the actual

trend rates a••Wled in that Price Cap LEC' s actuarial study. The compos i te trend

assumption for TELCO was the pattern associated with the average initial trend

rate grading down to the previously determined average ultimate trend rate.
1 ~•
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Calculation of GNP BLI and TELCO BLI

We define the Benefit Level Indicator ("BLI") to mean the percentage of total

medical claims incurred by an employer's retirees that will be reimbursed by the

employer's benefit program. This definition applies only to the plan for which

the employer's active employees may become eligible and the BLls are based only

on current levels of medical costs and Medicare reimbursement. TNe consider only

current levels because the SFAS 106 requirement to value the "substantive" plan

suggests that it is reasonable to assume that plan provisions (e. g., deductible.,

out-of-pocket maximums, etc.) will generally be projected (either explicitly or

implicitly) to stay consistent with aggregate co.t level.. In general, the

liability for current retirees is already being expensed on a pay-as-you-go basis

and is a function of prior plan provisions. As noted earlier, the impact of

current retirees on SFAS 106 costs is taken account of in the Current aetiree

Adjustment.

Thus, in order to calculate the BLI of a given ellployer' s post-retirement ..dical

plan one needs the plan provisions and an anticipated frequency distribution of

medical charges broken down by type of charge and size of charge.

The calculation itself is very detailed, but relatively straight forward. For

each type and size of annual claim pre- and post-65 (e.g., hospital charges

between $5,000 and $6,000 incurred before age 65), the plan's provisions (l.e.,

deductible, coinsurance, etc.) are applied and a plan reimbursement amount is

calculated, allowing for any integration with Medicare benefits.

After all plan ret.burse..nt -.aunts are calculated, the frequency distribution

is applied to calculate an overall average reimburse..nt ratio compared to total

medical char.... This ratio is then adjusted for the aJIOunt of required retiree

contributions called for by the plan. The result 1s the net BLI. Because of the

significant differences between plan provisions that apply to retirees pre- and

post-65 (Medicare integration, contribution levels, etc.), two BLIs are

calculated, pre- and post-65. These two BLls are then weighted to generate an

overall BLI for the employer.
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As noted above, the calculation of an employer's BLI requires both a data base

of employer plan provisions and a detailed medical claims distribution. With

respect to plan provisions, we have utilized a data base of over 1,000 employers

which includ.s 830 employers who sponsor post-retirem.nt medical programs. For

each of th.s. employers, w. have detailed plan provisions which includ. for pr.

and pose-65 coverage for each type of medical charg. (surg.ry, hospital,

physicians, drugs, etc.):

o

o

o

o

o

o

o

Eligibility r.quir•••nts

D.ductible

Coinsurance

Out-of-pock.t maximums

Plan r.ilRbur.....nt ux1Jlwu (annual and lif.tiIH)

R.quir.d contributions for .mploy.. and d.p.ndent cov.rag.

Type of M.dicare Int.gration

Th. data ba•• includes only limited information on d.ntal coverage and no

information on po.t-retire••nt life insuranc.. Th. data ba•• its.lf is comprised

mostly of large .mploy.r. with ov.r 1,000 .mploy••• and is distributed throughout

all six of the major industry cat.gori•• ou~lined by the General Accounting

Offic. in its r.c.nt .urvey of the pr.val.nc. of po.t-r.tir....nt m.dical

programs. In total, the data ba.. cov.rs approxillately 19 million of the

.stimated 38 million .mploy.es who work for .mploy.rs who sponsor post-r.tire.ent

m.dical progr.... A su.ury of the data base app.ars in Appendix A.

With respect to the di.tribution of .edical clai.. , we utilized a distribution

based on the actual 1990 .xp.ri.nc. of 39,436 retir.es (pr.- and post-65) cover.d

by employer .poaaored po.t-r.tir....nt medical plans administered by on. large

national iD8UZ'anc. company. The data includes detailed br.akdowns of claim

amounts by size and type of claim. It cov.rs plans throughout the United Stat.s

and, to our knowl.dge, do.s not have any geographic or industry bias.

To derive GNP-BLI, Ben.fit Level Indicators were calculated for each employ.r in

the data base, then a comparison was made betwe.n our data base of large employ.r

plans and the employers who make up the GNP. In making- that comparison, W.
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utilized information from the United States General Accounting Office March 1990

Report on "Extent of Companies Retiree Health Coverage", including unpublished

supporting data obtained directly from the GAO staff. In particular, average

BLls by industry (weighted by number of employees) were determined from our data

base. These average BLls were then weighted by the percentages of covered

employees working in each maj or industry as determined by the GAO survey. The.e

weighted values were then averaged to come up with BLls for the GNP for pre-65

and post-65 coverage separately. The pre- and post-65 BLIs were then weighted,

based on the average demographics and retirement experience of the national

workforce, to produce GNP-BLI.

TELCO in total sponsors 18 post-retirem.nt m.dical program. (1.e. on. or IIOr. for

each of the Price Cap LECs). The same BLI calculation process describ.d above

was utilized to determine the pre- and post-65 B.nefit Level Indicators for each

of the 18 employee groups. Th.s. 18 s.ts of BLls w.r. th.n combin.d on aD

employee weighted basis to derive pre- and post-6S BLls for TELCO as a whol•.

The pre- and post-6S BLh w.r. th.n w.ighted and combined on the basis of

national av.rag. demographics and r.tir....nt patt.rns to produc. TELCO BLI. '11'.
numerical derivation of GNP BLI and TELCO BLI is outlined below.

Calculation of B.nefit Laytl Indicator for AYJrll. Employ.r in GNP

1. Calculat. pre- and post-65 BLla by industry froll data base.

Indy"u Pr.-65 BLI Po,,-65 BLI

Mining & Manufacturing, .tc. .7232 .2340

Con,truction .7758 .0604

Tr.a.portatlon/Ut111ti.s .7974 .2643

R.t.i1 .4730 .0603

F~./Insuranc. .6721 .1926

ConsUDllr Servic.s .5771 .1267
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2. Calculate industry weighted average BLIs using industry weightings from GAO

study. (See Appendix A for industry weightings from GAO study)

Industry Weighted Average BLI Pre-65

Post-65 -
.6898

.2008

3. Calculate GNP BLI based on national demographics (retirement age - 63).

(See Appendix B for methodology for determination of pre- and post-65

weightings)

GNP BLI - .2568

Calculatiqp of "Dliit Ltyal Indicator for TILe0

1. Calculate pre- and post-6S BLls for each plan sponaored by TELCO:

Weighted Average Benefit Level Indicators for TELCO

Pre-65

Po.t-65
-
-

.8295

.3885

2. Calculate TELCO BLI based on national demographics:

TELCO BU - .4390

Calculation of DtWQlraphic Ad'UltI'pt

Even if the ....fit Level indicators of the GNP were equal to that of the average

Price Cap LIC (i.e. if GNP BU 'were equal to TELCO BLI) , they would not

necessarily senerate the .... anticipated retiree claim cost per active employee.

If TELCO employees exhibit different turnover than other employees in the GNP,

a different percentage of TELCO's employees will reach retirement. This will

result in a different retiree claim cost per active employee. As can be seen

from Appendix A, TELCO will in fact utilize lower rates of turnover than those
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used by other employers in determining SFAS 106 costs. Because of this an

adjustment of .7788 (Turnover rate adjustment) will need to be applied to the BLI

ratio.

Furthermore each $1 of TELCO anticipated claim cost will not translate into the

same amount of SFAS 106 cost as will each $1 of anticipated retiree claim cost

in the GNP. This will be due to two types of demographic differences between

TELCO and the GNP. In particular:

o

o

TELCO employees are older and have more past service than those in the GNP.

TELCO employees tend to retire at earlier ages than is true throughout the

national economy.

The extent of these differences is illustrated in AppendiX A, and will give ri.e

to the following additional adjustments to the BLI ratio:

Adjustment due to age and pa.t service diLLerence. - .8528 (age/service

adjustment)

Adjustment due to earlier retirements among TELCO employees - .8188 (retirement

rate adjustment)

The total de.ographic adjustment is derived a. (turnover rate adjustment) x

(age/service adjustment) x (retirement rate adjustaent):

De"",grapnic Adjustment - . 7788 % • 8528 % • 8188 - .5438

The specific ..th0d8 and a••umptions utilized in the derivation of the above

adjustment are de.cribed in Appendix B. In developing this as well as all future

adjustments methodology wa. employed to ensure that no "double counting" 'f
effects occurred.
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Calculation of Current Retiree Adjustment

Because a significant portion of SFAS 106 costs will arise due to the

amortization of the liability for current retirees we must allow for the

possibility that the relative SFAS 106 cost impact of these current retirees will

be different for TELCO than for the GNP. In order to address this, we calculated

and compared the average current retiree benefit cost per active employee for

TELCO and for the GNP (using for the GNP only the 30.7 million active employees

who generate SFAS 106 costs).

For TELCO the average claim cost per current retiree is $3,075 while for the GNP

it is $1,802. Furthermore the ratio of current retirees to active employee. at

TELCO is .4802 compared with .1726 for the GNP. Thus the ratio of current

retiree cost per active employee of the GNP to that of TELCO is (.1726 x 1802)

+ (.4802 x 3075) or .2106.

If the BLI ratio after applying Demographic Adjuae.ent was also .2106 then no

further adjuse.ent would be required. However, the BLI ratio after the

Demographic Adjustment is .3181 (.5850 x .5438). Current retirees at TELCO

represent 21.09t of the increase in cost. due to SFAS 106 and active employees

represent the other 78.91t. Taking this into account, we calculate:

Current Retiree Adjustment - .7891 + (.2109 x .2106 + .3181) - .9287.

Calculation of Pre-fundinc AdjusCitnt

Thus far we have assu.ed that the increase in labor costs due to SFAS 106 for

both the GHP and TELCO will equal expense calculated under SFAS 106 minus claim

cost for current retirees (i.e. current ·pay as you go· co.t). If, however,

either TELCO or employers in the GNP have been funding and/or accruing expen.e

for post-retirement medical benefits in excess of ·pay as you go" cost, then an

adjustment must be made: In fact several of the Price Cap LECs have accumulated

and are continuing to accumulate assets in trust to pay future post-retirement

medical benefits. Therefore the increase in TELCO's labor costs due to SFAS 106

will be less than it would be had no pre-funding taken place. By making the
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conservative assumption that no similar accumulation of assets is taking place

in the GNP, we calculate an adjustment equal to the increase in TELCO's labor

cost if no pre-funding was taking place divided by the increase in TELCO's labor

cost taking into account both accumulated assets and ongoing annual pre-funding

contributions. Specifically the adjustment was determined as:

(1991 TELCO SFAS 106 Cost assuming no prior funding - 1991 projected c1ai..

payment) + (1991 TELCO SFAS 106 Cost recognizing prior funding - 1991

projected claims payment + additional 1991 funding costs).

Therefore, expressing all amounts in $.i11ions:

Pre-funding AdJu$tment - (2,858.4-905.5) + (2,693.1-1,205.8) - 1.313

Calculation of Non-Coyer.d Egp1gy••• 64'u.patnt

Thus far, w. have d.v.lop.d a BLl ratio and a s.t of adjustDlents that r.lat. to

those employees who generate SFAS 106 cost.. \I. IIWIt .till adjust this ratio to

reflect the fact that while TELCO extends its post-retire.ent medical programs

to its entire workforce, th.re art employ.rs in the GNP who provide b.nefits to

only a portion of th.ir workforce and many employers who do not provide any pOlt

retirement medical ben.fits at all. Finally, we must allow for public s.ctor

employees, none of who. g.n.ratel SFAS 106 COstl. In fact, the Non-Cov.r.d

Employee Adjustment is simply the percentage of all employee. in the GNP who

could become eligible for pOlt-retire••nt medical benefits programs sponsor.d by

their employers which are subject to SFAS 106.

As can be ••en in Appendix A, the US Gen.ral Accounting Office perform.d a

detailed survey in 1990 to det.rmine the extent of post-retirement medical

coverage provided by US employ.rs in the private sector. The study concluded

that of the 95.8 million private sector employees, 38.5 million work for

employers who provide post-retire.ent medical benefits, but only 30.7 million of

these 38.5 million employees could actually become eligible for benefits affected

by SFAS 106, with the remaining 7.8 million being ineligible because they work

for non-covered subsidiaries, work in non-covered job class.s, or are covered by
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multi-employer plans which are not subj ect to SFAS 106. Since government

entities are also not subject to SFAS 106 (but are part of GNP), we must adjust

for all public sector employees who number 18.6 million. Thus we calculate:

Non-Covered Employees Adjustment - 30.7 + (95.8 + 18.6) - .2684

Calculation of Per Unit Labor Cost Ad1ustm.nt

Adjustm.nts mad. thus far have tak.n account of the fact that employ.rs with the

sam. B.n.fit Lev.l Indicator may have diff.r.nt SFAS 106 costs p.r employ•••

Howev.r, ev.n if SFAS 106 costs p.r employ•• w.re the same, labor costs p.r

employe. may not be and thus the r.1ative impact of SFAS 106 on per unit labor

costs may not be the sam•.

In fact, the labor costs p.r employe. art significantly high.r at TELCO than for

other emp10y.rs in the GNP. This is due, in part, to d.mographic differenc.s but

is also due to the different mix of skill.d and unskilled work.rs at TELCO

compared to the av.rag. mix in the GNP. As shown in App.ndix A, TELCO's total

annual comp.nsation p.r 'lIploy•• 18 $38,533 a. cOllpar.d to the national av.rag.

of $29,500. Th.r.for., to r.fl.ct the fact that .ach $1 of p.r 'lIploy•• SFAS 106

cost will repr.sent a small.r portion of total labor costs for TELCO than for the

GNP, we calculate,

Per Unit Labor Cost Adjustment - 38,533 + 29,500 - 1.3062

Calculation of Labor co.t P.rc.nta.. Ad'Ultglnt

Ev.n aft.r apply1nl the P.r Unit Labor co.t AdjustDllnt w. 1I\15t address the

possibility that the p.rc.ntage of output r.presented by labor costs may differ

between TELCO and the GNP. If this is so, then even if SFAS 106 had the sam.

percentage impact on the labor costs of both TELCO and the GNP, there would be

a difference in its impact on the total costs of each. Unlike the explicit

nature of the calculation of the other Adjustm.nts, the Labor Cost Percentage

Adjustment has to be calculated implicitly as explained below.
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For the economy as a whole output is synonymous with value added (which is total

revenue minus the cost of purchased inputs) and labor costs represent 64.27' of

total output. For TELCO output consists of the cost of goods plus value added:

the cost of goods is 25.7\ of output and value added is 74.3\ of output. Labor

costs at TELCO are $23,623.7M and represent 38.S\ of value added.

The impact of SFAS 106 on TELCO/s costs is both direct and indirect. The direct

impact is the increase in TELCO's own labor costs: the indirect impact is the

effect on the labor costs of TELCO's suppliers which is pass.d on in the prices

they charge TELCO for goods.

Before calculating Labor Cost Percentage Adjustment w. calculate the

Adjusted BLI Ratio - BLI Ratio x all Adjustments

- .5850 x .5438 x .9287 x 1.313 x .2684 x 1.3062

-~

This Adjusted BLI Ratio can b. int.rpr.t.d •• me.ning th.t for every p.rc.nt•••

point by which SFAS 106 incr••••• TELCO'. own labor co.ts it will incr•••• the

labor costs of the av.rase company in the GNP by 13.60' of a p.rcentag. point.

On the asswaptions that TELCO's suppli.rs are like the av.rase company in the GNP

and that all additional co.ts will b. pa•••d through cOllplet.ly into pric•• (and

into the GNP-PI) an incr•••• of on. p.rc.nt.s. point in TELCO's own labor co.t.

will increase TELCO's ov.rall co.ts:

by l' of 38.5' of 74.3' of output
in r ••p.ct of it. own labor costs, and
(i.e., 1. of the percent of output represented
by TlLCO's l.bor costs)

by .1360' of 64.27' of 25.7' of output
in resp.ct of its suppli.rs' price.
(i.e., by .13601 of the percent of output
represented by TELCO's suppliers' labor costs)

for a total of
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